BORROVER:

GUARANTOR:

EXECUTI NG
AGENCI ES:

AMOUNT AND SOURCE:

FI NANCI AL
TERVS AND
CONDI Tl ONS:

CBJECTI VES:

DESCRI PTI ON:

TI ETE RI VER CLEANUP PRQJECT, STAGE ||

( BR- 0265)

EXECUTI VE SUMVARY

Conpanhi a de Saneamento Basi co do Estado de Sdo Paul o
(SABESP) [State of Sdo Paulo Basic Sanitation

Conpany]

Federative Republic of Brazil and the State of S&o
Paul o

Conpanhi a de Saneamento Basi co do Estado de S&o Paul o
( SABESP) , State Mnistry of Wt er Resour ces,
Sanitation, and Wrks (SRHSO, and Conpanhi a Estadual
de Saneanento Anbi ental (CETESB) [ State Environnental
Sani tati on Conpany]

| DB: US$200 nmillion (OQ
Local counterpart funding: US$200 million

Tot al : US$400 mITion
Anortization period: 25 years

D sbur senent peri od: 3 years

Interest rate: Vari abl e

I nspecti on and supervision: 1%

Credit fee: 0. 75%

Currency: US. dollars from the

Single Currency Facility

The project's objective is to inprove environnental
quality in the Tieté R ver watershed in the Sado Paul o
Metropolitan Region (RVBP), conserving and naking
efficient use of water resources in the upper reaches
of this basin, including a pilot program to reduce
| osses.

The components of the project and their direct costs
are as foll ows:

a. Ceanup of the Tieté River. This subproject wll
consist of new intercepting sewers, punping
stations and piping to treatnent pl ants,
i nprovenents at the Barueri treatnment plant, and
continuation of the plan to reduce pollution in
the river being caused by industrial waste
di scharges (US$85.2 mllion).

b. Sewer systens, including wastewater collection
wor ks, trunk sewers, and residential and
i ndustri al connections in the RWVBP (US$189
mllion).

c. QOperational inprovenents in SABESP to help it run
nore efficiently. This will include devel opnent
of appropriate sewage treatnment and disposal
technol ogies, setup of a data georeferencing
system nonitoring of trunk sewers, and a
residential connections program In addition, a
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pilot programwill be carried out under which the
necessary field equipnment wll be provided to
study the efficiency of |oss reduction methods
and neasurenent of paranmeters to determine their

econom c viability. This study will serve as a
basis for sizing a broader program (US$25.8
mllion).

d. Studies: (i) strategy devel opnent for the state
of Sdo Paul o basic sanitation sector, to identify
opportunities for private-sector involvenment and
map out the roles of the public and private
sectors in developing basic sanitation in the
state (US$3 million); and (ii) pricing for
rati onal water use, which will include Tong-range
mar gi nal cost studies of the independent water
and sewer systens of each SABESP business unit,
to guide the pricing of these utilities
(US$4 million). Also to be funded under this
conponent is an environmental education program
designed primarily to rai se the awareness of RVGP
residents of the inportance of proper garbage
disposal in the effort to clean up the Tieté
River (US$1.5 nmillion).

The planned works related to sewage collection,
interception and treatment and control of industrial
ef fluent discharges will inprove water quality in the
Tieté River within the RVBP, whereupon water in this
area can be put to nultiple uses. In addition, when
stages Il and 11l are conpleted, the total stretch of
the river having dissolved oxygen content wll
increase, with the conconitant reduction of odors and
ultinmate esthetic inprovenents. Additional expected
benefits are the use of recycled water by industry
and electric power production at the Billings
reservoir.

Sone of the environmental inpacts during construction
are expected to affect city activities, requiring the
rerouting of traffic and causing noise, dust, and
perhaps runoff of solids into the river, but these
woul d be t empor ary, | ocal i zed, direct, and
reversi bl e. Sone of the inpacts would be eased by
measures set out in the technical specifications for
construction request ed by SABESP from the
contractors. O her neasures will be put into place
as a result of recommendati ons of the environnental
i npact assessnents (ElAs) to be produced for the nmore
conpl ex works, which will be reviewed by the State
Environment Mnistry before startup permits are
i ssued; they will also be included in bid docunents.
The permt for the three stages of the Tieté project
was issued on Novenmber 27, 1991. The EIA was
rel eased for public commrent on Novenber 14, 1991. (n
July 21, 1998, the Environnental Board recomrended
that actions to inplenment stage Il of the Tieté R ver
cl eanup project go forward. The environnent and
social inmpact report was sent to the Bank's Public
Informati on Center on Septenber 16, 1998.

The project would produce the follow ng benefits:
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a. The percentage of sewage collected in t he RWVSP
and treated would rise from48%to 55%

b. 400,000 additional households woul d be hooked up
to the sewer system (estinmated nunber of current
residential hookups: 3.85 mllion).

c. 290 additional industrial plants would conme under
the CETESB nonitoring program (the agency
currently nonitors 1,250 such conpani es).

d. Paraneters would be identified for wuse in
preparing a broader program to reduce losses in
t he RVBP.

The following are the chief risks of the operation:

a. Trash collection. The garbage collection system
which is the responsibility of the Minicipality
of S&o0 Paul o, might not beconme nore effective if
the public continues to dunp its trash into the

streanms flowing into the Tieté. Li kewi se
streets could continue to be dirty if the public
is not motivated to keep them clean. The

envi ronment al educati on conponent of the proposed
project, to be coordinated with the Minicipality,
woul d attenuate this risk

b. Industrial pol | uti on abat enent . To be
successful, this second stage in cleaning up the
Tieté will require the pooled efforts of the

conmunity for residential waste treatnent (via

SABESP) ( and of industry ( to obey the I|aws
governing effluents. There is a risk that some
pl ants, because of financial constraints or for
other reasons, may be unable to make the
i nvestment outlays needed to |ower pollutant
| oads currently being released into watercourses
in the watershed. However, to judge by the
success of the industrial pollution control plan
that was part of the first stage of this project,
which has instituted controls over the 1,250
i ndustrial firms included in the plan, the
aforenentioned risk is unlikely to materialize.

c. Wirks in nunicipalities not under SABESP control .
Wrks required for the Tieté R ver cleanup in
municipalities in which SABESP is not the
concessionaire mght not be conpleted in stage
Il of the project. To counter this risk, during
stage Il proposed herein, SABESP would send draft
agreenents to those nunicipalities to pave the
way for execution of any such works during
stage I11.

The focus of the Bank's policy on public utilities is
the long-range stability of these services. A
climate conducive to investnment and credit is seen as
a requisite for stability, as is the pronotion of
conpetition for the market ( one condition for the

| atter being the adoption of a sound public utilities
regul atory framework. The state of S&o Paulo is
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devel opi ng such a framework for water supply and for
sewage collection, treatnment and disposal; the
process is expected to end in approval of |egislation
to this end in the first half of 2000. Di scussi ons
are al so under way at the national |evel as to which

jurisdiction ( estate or municipal ( should have the
authority to award concessions in nmetropolitan
regions. In the short term this uncertainty on the
legal and institutional front is danpening private-
sector interest in sanitation operations in the RVSP.

Gven the current water-resources picture in the
state of Sdo Paul o, the reconmended project design is
one that would conserve and nake efficient use of the
state's water resources, cleaning up its watercourses
and taking the benefits of stage | of the Tieté
project to the rest of the state. Because the sewage
treatment systens planned for a number of localities
in the interior and on the coast could be attractive
to private operators, financing wuld best be
confined to investnents within the RVSP that, under
current conditions and in the short term would
elicit little interest fromthe private sector. This
i ncludes sections of «collecting and intercepting
sewers and outfalls to convey sewage to existing
treatment plants or facilities now being built, as
well as works to expand sewer networks already in
oper at i on, and others which are less Ilikely
candi dates for private-sector concessions because it
is difficult to measure the service provided.

Because of the reduction the overall volume of
i nvestment project lending to Brazil in 1999, the
Brazilian government decided to approve the financing
of US$200 million to continue with the project. The
works for this stage were selected from anong those
representing benefits with the highest net present
val ue.

Accordingly, the proposed project would concentrate
on funding stage Il of the Tieté project works in the
RVEP, for which the Bank has been providing support
since 1992. Using project funds, the State Mnistry
of Water Resources, Sanitation, and Wrks (SRHSO
would commission a study to identify possibilities
for private-sector participation in basic sanitation
in the state, and the best strategy to that end. The
study's findings could help in mapping out the Bank's
i nvol verrent in a future stage or stages of sanitation
projects in the state of Sdo Paul o, within an updated
strategy framework.

The following would be conditions precedent to the
first disbursement of funds for each comnponent.

SABESP woul d be required to denmonstrate that it had
executed agreements with the followi ng parties:

(i) with the SRHSO Iaying down conditions for the
transfer of funds and repaynent of debt corresponding
to the study on basic sanitation sector strategy
devel opnent for the state of S&o Paulo, and (ii) wth
CETESB, stipulating conditions for the transfer of
funds and repaynment of the debt corresponding to the
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i ndustri al pol I ution control conponent
(paragraph 3.10 of the | oan proposal which foll ows).

Special conditions for this operation would be as
fol | ows:

Wthin six nonths:

SABESP woul d present: (1) a plan of actions to be
taken to collect overdue anounts from nmunicipa

licensees, and the expected <collection targets
(paragraph 4.27); and (2) evidence that the project
managenent firm has been hired (paragraph 3.1).

During the project execution period:

(1) SABESP' s short-term i ndebt edness from borrow ngs
is not to exceed 8.5% of its equity (paragraph 4.31)
and (2) SABESF s rates nust be high enough to bring
in revenues to defray all its operating expenses and
it must achieve a 7% return on fixed investnent
(paragraph 5.13).

The loan contract wll include clauses regarding
environmental requirenents on water quality and
i ndustrial pollution control, the hiring of short-
term consultants, audi ting, progr ess reports,
nmoni tori ng, and eval uati on.

SABESP has asked the Bank to recognize, as
retroactive financing, expenditures of up to the
equi val ent of US$1, 554, 000 i ncurred for works for the
project after Septenmber 15, 1998. It has also
requested recognition, as a |local count er part
contribution, of up to the equivalent of US$3, 076, 700
spent after March 15, 1998, to prepare the project.

This operation qualifies as a social equity enhancing
project, as described in the indicative targets
mandat ed by the Bank's Ei ghth Repl eni shnent (documnent
AB-1704). Furthernore, this operation qualifies as a
poverty-targeted investnment (PTlI) (see paragraph
5.29). The borrower wll not be wusing the
10 percentage points in additional financing.

By request of the Governnent of Brazil, the guarantee
contract will not contain any federal governnent
guarantee to supply local counterpart resources or to
answer for any obligation of the borrower that is not
within the purview of the federal government. This
decision was nmade in light of constitutional
provisions and laws in Brazil. The State of Séo
Paul o, majority shareholder of the borrower, wll
provide the guarantee in respect of counterpart and
per f ormance obli gations.
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The Bank's current policy on procurenment of goods,
construction contracting, and hiring of consultants
that are to be paid for with project funds wll

apply. When funds from the Bank's loan are to be
used, the thresholds above which international
conpetitive bi ddi ng will be mandat ory are
US$5 million for construction contracts and
US$350, 000 for goods and associ ated services. For

consulting services, the threshold for international
conpetitive bidding will be US$200, 000.



